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In 2000 P-H sued a nortgage conpany over an
attenpted foreclosure of his residence. |In 2004 P-H
received a $25,000 |unmp-sumaward in settlement of the
awsuit fromwhich his attorney retai ned $3,500 in
fees. Ps filed a joint Federal income tax return for
2004 which excluded P-H s settlenent award from gross
i ncone pursuant to I.R C sec. 104(a)(2). R determ ned
a deficiency in Ps’ Federal incone tax for 2004 on the
basis that the settlenent award was not excl udable from
gross incone under |I.R C. sec. 104(a)(2). Ps
petitioned this Court for a redeterm nation of the
deficiency. Additionally, Ps’ anended petition seeks
i nnocent spouse relief for P-Wunder |I.R C. sec. 6015.

Held: P-H s settlenment award is not excludable
fromgross incone under |I.R C. sec. 104(a)(2) for tax
year 2004 because Ps failed to prove that the
settlenment award, or any part thereof, was received on
account of personal physical injuries or physical
si ckness.



Hel d, further, Ps may deduct attorney’'s fees of $3,500
incurred in 2004 as a m scell aneous item zed deducti on under
|. R C. sec. 67, subject to the 2-percent floor.

Hel d, further, P-Wis not entitled to i nnocent spouse
relief pursuant to I.R C. sec. 6015 for tax year 2004.

James W Johnson, pro se.

Erin R H nes, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

GUSTAFSON, Judge: This case is before the Court on the
petition of James W and Mattie T. Johnson for a redeterm nation
of their Federal incone tax deficiency for 2004, which the
| nternal Revenue Service (IRS) determ ned to be $3,952. The
i ssues to be decided here! are: (a) whether the Johnsons are
entitled to exclude frominconme $25,000 in settlement proceeds
paid to M. Johnson in 2004; if not, (b) whether and in what
anount the Johnsons are entitled to deduct attorney’'s fees

incurred in connection with that settlenent; and (c) whether

The IRS also determned in the statutory notice of
deficiency that Ms. Johnson had unreported interest incone of
$37. The Johnsons did not dispute this adjustment at trial, and
it is therefore deenmed conceded.
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Ms. Johnson is entitled to relief fromjoint and several
liability under section 6015.°?

FI NDI NGS OF FACT
This case was tried in Washington, D.C., on Novenber 5,

2008. M. Johnson was the sole witness; and Exhibits 1-J (the
Johnsons’ tax return), 2-J (the notice of deficiency), and 3-P (a
draft of the settlenent agreenment) were entered into evidence.
On the basis of that evidence, we find as foll ows:

Settl enent of Mrtgage Di spute

James W and Mattie M Johnson are husband and w fe, and
they were married and lived together at all tines relevant to
this case. 1n 2000 M. Johnson had a dispute with a nortgage
conpany over an attenpted forecl osure on the Johnsons’ residence,
whi ch was owned solely by M. Johnson. M. Johnson hired an
attorney to file a lawsuit on his behalf, and Ms. Johnson was
not a party to that suit. M. Johnson did not offer into
evi dence the pleadings in that |awsuit, but his understandi ng of
the nature of the lawsuit is that it was for breach of contract.
The record includes no other information about the nature of the
clains, the damages alleged, or the relief sought in the

conpl ai nt.

2Except as otherwi se noted, all section references are to
the Internal Revenue Code (26 U S.C ), and all Rule references
are to the Tax Court Rules of Practice and Procedure.
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The dispute ended in 2004 with a settlenent agreenent, which
i ncluded a provision that stated:
Plaintiff has indicated that it is their [sic] intent
that the proceeds of the settlenent contenpl ated hereby
are going to be treated as damages for their pain and
suffering in connection with the personal injuries they
have all eged to have suffered as alleged in the Subject
Litigation. * * * [The defendant nortgage conpany]
makes no representation or warranty as to effect of
this Agreenent upon Plaintiff’'s liabilities pursuant to
federal, state or local tax |laws or regul ations.
The record includes no other information about the defendant
nort gage conpany’s eval uation of any claimby M. Johnson for
“pain and suffering in connection with the personal injuries they
have all eged to have suffered” or the inportance of that claimin
the settlenent context. The record includes no evidence that
Ms. Johnson’s pain and suffering (i.e., from her sickness
di scussed bel ow) was pleaded in the lawsuit or pressed in the
settl ement negoti ations.

Attorney’s Fees

Under the settlenment agreenent, the nortgage conpany paid
M . Johnson $25,000 in 2004 by a check payable to him (and not to
Ms. Johnson). M. Johnson signed over the $25,000 settlenent
check to the attorney representing himin the case. The attorney

retained a portion and wote M. Johnson a check for the bal ance.
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We find that the fees retained by the attorney in 2004 anount ed
to $3,500.3

Ms. Johnson’'s Connection Wth the Settl enent

At the tinme of the settlenent in July 2004, Ms. Johnson
suffered from breast cancer, had recently undergone surgery, and
was very sick. M. Johnson spent nost of the settlenment proceeds
on expenses that he felt were related to or arose from her
situation or that otherw se benefited her— nedi cal expenses,
househol d expenses, and a car that he used to take her to nedi cal
appoi ntments. Because of Ms. Johnson’s poor health, M. Johnson
avoi ded di scussing financial matters with Ms. Johnson in 2004
and 2005, including his lawsuit agai nst the nortgage conpany and
the settlenent proceeds therefrom Furthernore, Ms. Johnson is
involved in the famly's financial affairs, has a high school
education, and noticed the purchase of the car. Ms. Johnson has
her own bank accounts, and she and M. Johnson split the

househol d bills.

3. Johnson originally testified that the fees were
“approxi mately $4,000”, but he later admitted, “I don’t renenber
t he exact amount” and said that the check ultimately delivered to
hi mwas “about 21, 21.5 [thousand], sonething like that”.

Al t hough he did not offer docunentation to prove the anmount of
the fees, it is clear fromthe settl enent agreenent that no
separate paynent was nmade for attorney’ s fees, and that any fees
woul d have to be recovered fromthe $25, 000 paynent.

M. Johnson’s testinony about the fact of the attorney’s
retention of fees was credible; but because he failed to docunent
a precise anount of fees, we find an anount at the | owest end of
the range to which he testified.
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The Johnsons filed their joint 2004 tax return in
April 2005. Ms. Johnson’s health was a continuing issue in
2005, but M. Johnson could not recall (and the record does not
ot herwi se show) what her condition was when the return was fil ed.

On April 2, 2007, the IRS issued to the Johnsons a statutory
notice of deficiency, determning a deficiency in tax for 2004
attributable primarily to the om ssion of the $25,000 in
settl enment proceeds fromthe gross inconme reported on their
return. The Johnsons tinmely petitioned this Court for a
redeterm nation of that deficiency on July 5, 2007, at which tine
they resided in Washington, D.C. In an anended petition filed
Decenber 10, 2007, the Johnsons al so requested that Ms. Johnson
be excused fromjoint and several liability as an i nnocent spouse
under section 6015.

OPI NI ON

The RS s determ nations are presuned correct, and M. and
M's. Johnson, as the petitioners in this case, have the burden of
establishing that the determ nations in the notice of deficiency

are erroneous. See Rule 142(a); Wl ch v. Helvering, 290 U S

111, 115 (1933). 1In general, they did not neet that burden.

| . The Settl enent Proceeds

Section 61(a) provides the follow ng broad definition of the
term“gross incone”: “Except as otherw se provided in this

subtitle, gross incone neans all incone from whatever source
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derived”. Section 61(a) is thus broad in its scope, and
excl usions fromgross i nconme nmust be narrow y construed.

Conmm ssioner v. Schleier, 515 U. S. 323, 328 (1995).

Section 104(a) provides that gross incone does not include:
(2) the anount of any damages(4 (other than
puni ti ve damages) received (whether by suit or
agreenent and whether as |unp suns or as periodic

paynments) on account of personal physical injuries
or physical sickness;

* * * * * * *

* * * For purposes of paragraph (2), enotional distress
shall not be treated as a physical injury or physical
si ckness. [ * *
Therefore, to be excludable fromgross incone under section
104(a)(2), a settlenment award nust be paid to a taxpayer on
account of physical injury or physical sickness, which does not
i ncl ude enotional distress or synptons thereof, arising fromtort
or tort-like causes of action. Sec. 1.104-1(c), Incone Tax Regs.
Wher e damages are received pursuant to a settl enent

agreenent |ike M. Johnson’s, the nature of the claimthat was

the actual basis for settlenment controls whether such danages are

“The term “damages recei ved (whether by suit or agreenent)”
means an anount received (other than worknmen s conpensation)
t hrough prosecution of a legal suit or action based upon tort or
tort type rights, or through a settlenent agreenment entered into
in lieu of such prosecution. Sec. 1.104-1(c), Incone Tax Regs.

It is intended that the termenotional distress includes
synptons (e.g., insomia, headaches, stomach disorders) which may
result fromsuch enotional distress.” H Conf. Rept. 104-737, at
301 n.56 (1996), 1996-3 C.B. 741, 1041.
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excl udabl e under section 104(a)(2). United States v. Burke, 504

U S 229, 237 (1992). \Whether the settlenent paynent is
excl udabl e from gross i ncone under section 104(a)(2) depends on
the nature and the character of the clains asserted in the

|awsuit. See Bent v. Conm ssioner, 87 T.C 236, 244 (1986),

affd. 835 F.2d 67 (3d Gr. 1987); Church v. Conmm ssioner, 80 T.C

1104, 1106-1107 (1983); dynn v. Conm ssioner, 76 T.C 116, 119

(1981), affd. w thout published opinion 676 F.2d 682 (1st Cr
1982). The determ nation of the underlying nature of the claim

is factual. Robinson v. Conm ssioner, 102 T.C 116, 126 (1994),

affd. in part, revd. in part and remanded on anot her issue 70

F.3d 34 (5th Cr. 1995); Seay v. Conm ssioner, 58 T.C. 32, 37

(1972).
Were there is a settlenment agreenent, the determ nation of
the nature of the claimis usually nade by reference to the

agreenent. See Knuckles v. Comm ssioner, 349 F.2d 610, 613 (10th

Cr. 1965), affg. T.C. Meno. 1964-33; Robinson v. Conm Ssioner,

supra at 126. |If the settlenent agreenent |acks express |anguage
stating the claimthat the paynent was to settle, the intent of
t he payor (here, the nortgage conpany) is critical to that

det er mi nati on. Knuckl es v. Conmi ssioner, supra at 613; see al so

Agar v. Conmm ssioner, 290 F.2d 283, 284 (2d Cr. 1961), affg. per

curiamT.C. Meno. 1960-21.
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The settl enment agreenent, on its face, does not list the
clains M. Johnson brought agai nst the nortgage conpany, but the
settlenment is intended to settle the clains that were “filed in
[that] action”. M. Johnson did not offer into evidence the
pl eadi ngs in that suit agai nst the nortgage conpany, and the
record includes no other information about the nature of the
clains, the damages alleged, or the relief sought in the
conplaint. M. Johnson testified that his understanding of the
nature of the suit is that it was for breach of contract.

The first requirenment for exclusion under section 104(a)(2)
is that the claimunderlying the settlenment agreenent be based on

tort or tort-type rights. Conm ssioner v. Schleier, supra. A

tort is defined as a “‘civil wong, other than breach of

contract, for which the court will provide a renedy in the form

of an action for danmages.’” United States v. Burke, supra at 234

(quoting Keeton et al., Prosser and Keeton on the Law of Torts 2
(5th ed. 1984)) (enphasis added). Breach of contract does not
sound in tort, so to the extent that the agreenent with the

nort gage conpany was nmade to satisfy that contract claim any
settl enment proceeds woul d not be excludabl e under section

104(a)(2). See Metzger v. Conmm ssioner, 88 T.C 834, 848-850,

858 (1987), affd. wi thout published opinion 845 F.2d 1013 (3d

Cir. 1988); Reisman v. Conmm ssioner, T.C Meno. 2000-173, affd.

wi t hout published opinion 248 F.3d 1151 (6th Cr. 2001).
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M. Johnson did not allege or present any evidence at trial
to show that there were actual physical injuries that the
nort gage conpany intended to conpensate in its settlenent. And
the only evidence he presented regardi ng the underlying action
was his assertion that it was for breach of contract. As a
result, on the basis of the record before us, we cannot find that
M. Johnson received any portion of the $25,000 as conpensation
for a physical injury.® For that reason, we find that the
$25, 000 i s not excludabl e under section 104(a)(2) from
M. Johnson’s gross inconme for his tax year 2004.°

1. Attorney’s Fees

Wien a litigant’s recovery constitutes taxable incone, such
i ncone includes the portion of the recovery paid to the

l[itigant’s attorney. Conm ssioner v. Banks, 543 U. S. 426 (2005).

As there is no statute excluding any portion of M. Johnson’s

SAl t hough the settl ement agreenent includes a statenent that
M . Johnson intended the “proceeds of the settlenment contenpl ated
* * * to be treated as damages for [his] pain and suffering”, we
find no evidence to support that characterization. Mreover, it
is the payor’s intent, not the payee’ s, that governs the
character of the settlenent paynent.

I'n his testinony M. Johnson stressed that the attorney
representing himin his dispute against the nortgage conpany had
advi sed himthat the settlenent proceeds woul d not be taxable.

If a penalty were at issue here, then such advice m ght be
relevant in a “reasonabl e cause” defense under section 6664(c).
However, the IRS did not determ ne a penalty against the
Johnsons, and this erroneous advice can have no effect on the
outcone in this case.
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settlement fromhis gross incone, we find that M. Johnson’s
entire settlenent constitutes gross incone. Cf. sec. 62(a)(20)
and (21) (allow ng an above-the-line deduction fromgross incone
for attorney’ s fees and court costs associated with
discrimnation suits and attorney’s fees related to awards to
whi stl ebl owers). Therefore, even though M. Johnson paid his
attorney $3,500 fromthe proceeds of his settlenent, the entire
$25, 000 settlenment is recogni zed as gross income to M. Johnson
in 2004. The Johnsons, however, may deduct the attorney’ s fees
of $3,500 as miscell aneous expenses under section 67. See

Conm ssi oner v. Banks, supra at 432. By definition,

m scel | aneous item zed deductions are subject to a 2-percent

fl oor, meani ng the Johnsons can deduct these expenses only to the
extent that they exceed 2 percent of their adjusted gross incone
for 2004--i.e., inthis instance, to the extent they exceed
approxi mately $1,400. See sec. 67(a). Accordingly, we wll

order the parties to recalculate the deficiency anount under

Rul e 155 taking into account the paynent of $3,500 for attorney’s
f ees.

[11. Ms. Johnson’s Claimfor |Innocent Spouse Relief Under
Secti on 6015

In general, spouses who elect to file a joint Federal incone
tax return are jointly and severally liable for the entire anount
of tax reported on the return, as well as for the liability for

any deficiency subsequently determ ned, even if all of the incone
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giving rise to the tax liability is allocable to only one of

them Sec. 6013(d)(3); Butler v. Conmm ssioner, 114 T.C 276, 282

(2000). However, section 6015 provides three exceptions from
this joint and several liability for so-called i nnocent spouses,
and two of those exceptions are potentially applicable here.
Sec. 6015(b), (c),® (f). Ms. Johnson bears the burden of
proving that one of those exceptions applies. See Rule 142(a);

Alt v. Conmm ssioner, 119 T.C 306, 311 (2002), affd. 101 Fed.

Appx. 34 (6th Cr. 2004).

A. Relief Under Section 6015(b)

Section 6015(b) provides relief fromjoint and several
l[tability for tax (including interest, penalties, and other
anounts) if the requesting spouse satisfies the following five
requi renments of section 6015(b)(1):

(A) a joint return has been nmade for a taxable
year ;

(B) on such return there is an understatenent of
tax attributable to erroneous itens of 1 individual
filing the joint return;

(© the other individual filing the joint return
establishes that in signing the return he or she did
not know, and had no reason to know, that there was
such under st at enent ;

8Section 6015(c) is inapplicable in this case, because
M. and Ms. Johnson were nmarried and |lived together at the tine
Ms. Johnson el ected i nnocent spouse relief under section 6015 by
filing the anended petition on Decenber 10, 2007. See
sec. 6015(c)(3) (A (i).
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(D) taking into account all the facts and
circunstances, it is inequitable to hold the other
individual liable for the deficiency in tax for such
taxabl e year attributable to such understatenent; and

(E) the other individual * * * [makes a valid
election for relief] * * *,

Respondent concedes that M's. Johnson has satisfied the
requi renents under subparagraphs (A and (E) of section
6015(b)(1). At issue are the requirenents under subparagraphs
(B), (©, and (D).

Ms. Johnson satisfies the requirenment under
section 6015(b)(1)(B) with respect to the $25,000 of settlenent
proceeds paid to M. Johnson, because the understatenent of tax
resulting fromthe non-reporting of the settlement proceeds is
properly attributable to M. Johnson.® However, Ms. Johnson has
failed to neet her burden of proof to show that the requirenents
under section 6015(b)(1)(C) and (D) are net.

1. Ms. Johnson’'s Know edge or Reason To Know of the
Under st at enent

For section 6015(b) to apply, subparagraph (C) requires the
requesti ng spouse to establish that she did not know or have
reason to know of the understatenment with respect to which she

seeks relief. |In deciding whether a spouse “has reason to know’

However, Ms. Johnson does not satisfy the requirenent
under section 6015(b)(1)(B) with respect to the $37 of unreported
interest incone paid to her, because the understatenent of tax
resulting fromthat income is properly attributable to her, not
M . Johnson.
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of an understatenent, we undertake a subjective inquiry, and we
recogni ze several factors that are relevant to our analysis,
including: (i) the alleged innocent spouse’ s |evel of education;
(1i) the spouse’s involvenent in the famly’ s business and
financial affairs; (iii) the presence of expenditures that appear
| avi sh or unusual when conpared to the famly’s past incone

| evel s, inconme standards, and spending patterns; and (iv) the

cul pabl e spouses’s evasi veness and deceit concerning the couple’s

fi nances. Butl er v. Conmmi ssioner, supra at 284.

M's. Johnson did not testify in support of her claimfor
relief under section 6015, but relied instead on the testinony of
her husband. Wile M. Johnson’s willingness to accept the bl ane
for the non-reporting of the settlenent proceeds shows a
commendabl e willingness to take responsibility for this error, it
does not suffice to carry Ms. Johnson’s burden to show her
entitlement to relief fromjoint and several liability.

Ms. Johnson has a high school education and was involved in
her famly’s finances. Al though M. Johnson avoi ded di scussi ng
the settlenent proceeds with Ms. Johnson in 2004 and 2005
because of her poor health, the record does not show that M.
Johnson deceived Ms. Johnson or attenpted to hide the settlenent
proceeds fromher. Mreover, a portion of the settlenent
proceeds was used to purchase a car at a tine when the famly

finances had been problematic, and Ms. Johnson both used the car
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and took notice of that conspicuous purchase. To prove that she
nonet hel ess did not know or have reason to know of the unreported
settlenment proceeds that paid for the car and ot her expenses, she
shoul d have offered her own testinony (and shoul d have subjected
herself to cross-exam nation on the point). |In the absence of
such testinony, we infer that it would have been unfavorable to

her. See Wchita Terminal Elevator Co. v. Commi ssioner, 6 T.C

1158, 1165 (1946), affd. 162 F.2d 513 (10th Cr. 1947). Thus,
Ms. Johnson failed to establish that she did not know or have
reason to know of the understatenent resulting fromthe non-
reporting of the settlenent proceeds.

2. | nequity of Holding Ms. Johnson Jointly and
Severally Liable

For section 6015(b) to apply, subparagraph (D) requires that
inlight of all the facts and circunstances, it is inequitable to
hol d the requesting spouse jointly and severally liable. The
nost oft-cited material factors to be considered are:

(1) whether there has been a significant benefit to the spouse
claimng relief, and (ii) whether the failure to report the
correct tax liability on the joint return results from

conceal ment, overreaching, or any other wongdoing on the part of

the other spouse. At v. Conmm ssioner, supra at 314 (citing

Jonson v. Comm ssioner, 118 T.C 106, 119 (2002), affd. 353 F. 3d

1181 (10th Cr. 2003)). The particulars of the Johnsons’

situation do not reflect inequities of this sort. It is clear
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that both M. and Ms. Johnson benefited fromthe settl enent
proceeds and fromthe tax savings that resulted from not
reporting those proceeds as inconme. M. Johnson spent nost of
the settl enent proceeds on expenses that benefited Ms. Johnson,
i ncl udi ng her nedi cal expenses, househol d expenses, and a car
that he used to take her to nedical appointnments. It is also
clear that there was no deception or conceal nent on M. Johnson’s
part.

We al so may consi der whet her the requesting spouse was

deserted, divorced, or separated. See At v. Conm ssioner, 119

T.C. at 315 (citing Walters v. Comm ssioner, T.C. Meno.

1998-111). The Johnsons were narried and remain married. The
two have not separated, and Ms. Johnson has not been left by her
husband to deal with the tax liability alone. On the contrary,
M. Johnson has testified on behalf of his wife and represented
her in this Court. Ms. Johnson continues to benefit from her
husband’ s assets and incone, in addition to her own. Therefore,
we hold that it would not be inequitable to hold Ms. Johnson
liable for the deficiency in tax for 2004.

Accordi ngly, we conclude that Ms. Johnson is not entitled
to relief under section 6015(b).

B. Relief Under Section 6015(f)

The IRS “may relieve” a spouse of joint and several

liability pursuant to section 6015(f) if, “taking into account
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all the facts and circunstances, it is inequitable to hold the
individual liable for any unpaid tax or any deficiency (or any
portion of either)” and “relief is not available to such
i ndi vi dual under subsection (b) or (c)”. Considering the facts
and circunstances of this case, we held under
section 6015(b)(1)(D) that it is not inequitable to hold
M's. Johnson jointly and severally liable for the deficiency. W
have previously held that the | anguage of section 6015(f) (1) does
not differ significantly fromthe | anguage of section

6015(b)(1)(D). At v. Conm ssioner, supra at 316 (citing Butler

v. Conmm ssioner, supra at 291). Further, the equitable factors

we consi dered under section 6015(b)(1)(D) are the sanme equitable

factors we consider under section 6015(f). At v. Conmm Ssioner,

supra at 316. Therefore, we |ikew se conclude that Ms. Johnson
is not entitled to relief under section 6015(f).

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




